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Tabulation of Sole Proprietor and
Partnership Income by Size of Income and
Type of Industry: Explanation of Difference
THE statistics for unincorporated business and professional income used
in this study are in large part based on two Treasury Department tabu-
lations. 1. The annual tabulations, by size of adjusted gross income, and
by size of net profit and loss from sole proprietorship and partnership,
as reported on individual returns in Statistics of Income. 2. The special
tabulations by industry classifications of net profit and loss, presented for
recent years in Statistics of Income, US. Business Thx Returns.
Conceptually, the totals for net profit and net loss obtained from the
two types of tabulations should be identical. However, for a number of
practical reasons the actual figures have differed, though in most years
by only small amounts and only once by more than 5 per cent (Table A-i).
The annual tabulations by size of adjusted gross income are based on
the information found on the individual tax return (1040) where the tax-
payer summarizes the total amounts of income received from various
sources, such as employment, sole proprietorship, partnership, dividends,
etc. In the income-size tabulations, the source of the statistics is thus the
same for both sole proprietor and partnership profit or loss, i.e., the
individual return, 1040.
For the tabulations by type of industry, business tax returns rather
than individual tax returns furnished the source. For sole proprietors'
profit or loss this merely means that the separate business or farm schedule
(schedule C or F, respectively) of the individual return was used as the
source. Since the net profit (or loss) arrived at in the business schedule
is subsequently transferred to the face of the return to form part of
adjusted gross income, summations of net profit and loss based on the
two sources should agree, barring copying errors. However, discrepancies
do arise, as is evident in Table A-i. Differences in sampling and tabu-
lating procedures employed for the two types of tabulations appear to
explain most of the discrepancies.
The reasons for the discrepancies in partnership profits and losses go
further than mere differences in sampling and tabulating procedures.
The source for the industrial tabulations is the information return (1065)
filed by the partnership, whereas the individual return serves as the
source for the income-size tabulations. Thus, in the one instance the







































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































whereas in the other, the individual partner is the reporting unit and his
share in the partnership net profit or loss is tabulated. Again, purely
conceptually, the individual shares should add up to the total reported
by the partnerships on information returns. But here, aside from the
expected sampling variations, there are two additional reasons for dis-
crepancies. 1. Although a partnership is required to file an information
return, an individual partner's distributive share may not be reported if
his income from all sources is below the filing requirement value. This
explains why, for 1939, when personal exemptions were still at prewar
levels, total partnership net income tabulated from partnership informa-
tion returns exceeded the total tabulated from individual returns by
31 per cent.
2. Probably even more significant for recent years is the possible
difference in accounting periods of individuals and partnerships. For
individual partners who report on a calendar-year basis (as most do), the
partnership fiscal year must end between July 1 and December 31 in
order that our statistics agree. This is because individuals are required
to include their share of partnership ordinary income (loss) in the taxa-
ble year in which the partnership fiscal year ends; thus, an individual
should have included in his 1961 adjusted gross income his share in the
ordinary income of a partnership whose fiscal year ended in 1961. But
if the partnership fiscal year had ended on May 31, 1961, the net income
of the partnership would be included in our 1960 partnership industrial
distribution. The 1960 partnership income figures are for accounting
periods endingJuly 1960-June 1961.1 The figures on individual returns
for income from partnership for 1960 include any share in income from
partnership whose fiscal year ends in 1960.2 This causes the individual-
return partnership figures to lag slightly behind those from the industrial
tabulation.
'The decision to designate these tabulations as 1960 figures rests on data showing that
most partnerships have accounting periods ending in the second half of the calendar year.
Of 949,396 partnership returns filed between July 1959 and June 1960, as many as 786,188
had accounting periods ending before the end of 1959 (see U.S. Treasury Department, U.S.
Business Tax Returns, 1959—60, p. 88).
2Assumingindividuals are on a calendar year basis.
'33APPENDIX B
Derivation of the Estimates for Farm and Nonfarm
Unincorporated Enterprise Income
TAX return data for an industrial breakdown of unincorporated enter-
prise, as presented in summary form in Table 8, are available at two-year
intervals back to 1939. In some years the data are available only for sole
proprietors, while for other years, notably .1939, 1945, 1947, 1953, and
1957—60, they are available for both sole proprietors and partnerships.
The totals in line 1 of Table 8 differ slightly from the comparable totals
in Table 6, because the latter are from the annual income-size tabulations
for individuals, whereas the figures in Table 8 are from the less frequent
tabulations of returns of sole proprietors and partnerships by type of
industry. (For a detailed explanation of the difference between the two
tabulations, see Appendix A.)
The figures from the industrial tabulations are shown in detail in
Table B-i. Wherever possible the totals are broken down by returns with
net profit and net loss, and within each of these classifications, by farm
and nonfarm enterprises for sole proprietors and partnerships. For sole
proprietors the data shown are, with the exception of 1956, as tabulated
in Statistics of Income. For partnerships a considerable number of adjust-
ments and interpolations were made. The figures for 1939, 1945, 1947,
and 1953 are identical with those in the Treasury Department's special
partnership tabulations. For 1941, 1943, 1949, and 1955, however, the
partnership figures are those from the income-size tabulations for indi-
viduals, and the break between farm and nonfarm is as estimated by us.
For 1956—60, the figures are again based on tabulated partnership sta-
tistics; but to preserve comparability with earlier years, the item "pay-
ments to partners," which became a deduction from ordinary partnership
net income after 1954, had to be added back. For the four years 1955—58
"payments to partners" were not available by returns with net income
and net loss, but for 1959 and 1960 such separate breakdowns were
published. Detailed explanations are given in the notes to Table B-i.
Table B-2 shows the derivation of estimated total farm unincorporated
business income from statistics published by the Agricultural Marketing
Service (AMS) of the Agriculture Department. They are comparable to
the reported amounts shown on line 20, Table B-i. Two variants of farm
income estimates were developed: the first follows the letter of the tax
law and does not treat taxes, interest, and depreciation on farm dwell-
ings as a deductible expense; the second proceeds on the extreme assump-
tion that all farmers deduct these items in computing taxable income.
'34APPENDIX B
TABLEB—i
NET INCOtE4ND NETLOSS FROMSOLE PROPRIETORSHIPAND PARTNERSHIP,
BY FARMANDNONFARMENTERPRISES,AS REPORTED N BUSINESS TAX
RETURNS, SELECTED YEARS 1930—60
(milliondollars)
1939 1941 1943 1945 1947 1949 1951
Sole Proprietors
1. Net profit 2,711 6,453 11,041 12,817 16,250 15,979 18,377
2. Farm 194 1,737 3,703 3,745 5,655 4,917 5,213
3.Nonfarm 2,516 4,715 7,338 9,072 10,595 11,062 13,165
4. Net loss 233 227 373 747 1,145 1,520 1,825
5. Farm 86 93 208 404 486 645 n.a.
6. Nonfarm 147 134 164 343 658 874 n.e.
7. Net profit minus
netloss 2,478 6,226 10,668 12,069 15,105 14,459 16,552
8. Farm 108 1,645 3,495 3,341 5,168 4,272 n.a.
9. Nonfarm 2,370 4,581 7,174 8,729 9,936 10,187 n.a.
Partnership
10. Ordinary net
income 1,649 6,935 8.008
11, Farm 62 473 738
12. Nonfarm 1,587 6,462 7,270
13. Ordinary net loss 85 167 330
14. Farm 9 29 47
15. Nonfarm 76 139 283
16. Net income minus
net loss 1,564 2•30C5,0926,768 7,679 7474c
17. Farm 53 2]fC 454 444 691 555
18. Nonfarm 1,511 2016C4638C6,323 6,987 6,9l9
Unincorporated
Enterprise
19. Net income minus
net loss (sum of4,042 8,456 15,761 18,837 22,784 21,933 n.a.
lines 7 and 16)
20. Farm (sum of
lines 8 and 17) 161 1,859 3,949 3,785 5,859 4,827 n.a.
21. Nonf arm (sum of
lines 9 and 18) 3,881 6,597 11,812 15,052 16,923 17,106 n.a.
Sourcefor Lines 1—9
1939—55;All figures are as tabulated in the corresponding annual Statistics of
Income for individuals.
1956;U.S. Treasury Department, Business Indicators, 1956—57.For that year no
figures for agriculture, forestry) and fisheries were tabulated.In the table
above only the farm component of agriculture, forestry, and fisheries, is in-
cluded in farm income.All other components of agriculture, forestry, and
fisheries are in the nonf arm group.The published nonf arm figures were, therefore
raised slightly by using the 1957 ratio of hunting, trapping, forestry,and fishery
to total nonagricultural income.For instance, the published figure for net
profit less net loss was raised from $16,222 million to $16,425 million, or by
1.25 per cent.
1957—60:Statistics of Income,U.S.Business Tax Returns, 1957—58 and 1958—59.
'35APPENDIX B
TABLEB—i(concluded)
1953 1955 1956 1957 1958 1959 1960
Sole Proprietors
1. Net profit 19,217 19,999 22,807 23,339 24,709 24,269
2, Farm 4,587 4,007 4,460 4,937 4,253 4,265
3. Nonfarm 14,630 15,992 17,530 18,347 18,402 20,455 20,004
4. Net loss 2,210 2,410 2,587 2,562 3,192 3,202
5. Farm 1,214 1,365 1,228 1,175 1,607 1.529
6, Nonfarm 996 1,046 1,078 1,359 1,387 1,585 1,673
7. Net profit minus
net loss 17,007 17,588 20,22020,77821,517 21,067
8. Farm 3,374 2,642 3,233 3,763 2,647 2,737
9. Nonfarm 13,634 14,946 16,425 16,988 17,015 18,870 18,331
rtnership
10. Ordinary net income
b
9,329 10,483 10,113
11.Farm 571 681 664
12, Nonf arm







14. Farm 135 133 152
15. Nouf arm 800 481 576

















9,384 9,132 8,959 9,321 8,874
Unincorporated
Enterprise
19. Net income minus
net loss (sum of
lines 7 and 16) 25,401 26,612 29,981 30,337 31,386 30,453
20. Farm (sum of
lines 8 and 17) 3,810 2,985—
3,170
3,861 4,363 3,195 3,249
21. Nonfarm (sum of
lines 9 and 18)21,59223,627—
23,442
25,809 26,120 25,974 28,19127,204
SourceforLines 10—18
1939.1945. 1947. and 1953:As tabulated in special Statistics of Income supple-
ments for partnership information returns for 1939 and 1953, and in Treasury
Department press releases S—2253 and 5—2645, respectively, for 1945 and 1947.
94l. 1943. 1949. and 1955:Partnership net income less net loss for these years
was obtained from the income—size tabulations for individual returns (col. 4,
Table A—l).This figure was then divided into farm and nonf arm components by
aasuming for 1941, 1943,and 1949 a ratio of farm partnership to farm sole pro-
prietors' income of 0.13, approximately the same as in 1945, l947 and 1953.The
ratio was obtained as follows:
Farm Income
Sole ProprietorsPartnerships Col. 2 *Col.I
(dollars in millions)
(1) (2) (3)
1945 3,341 444 .13
1947 5,168 691 .13
1953 3,374 436 .13
1957 3,233 628 .19
1958 3,763 600 .16
1959 2,647 548 .21
1960 2,737 512 .19
136APPENDIX B
NOTESTO TABLE B—i (continued)
A sharp rise in farm partnership income is evident from 1953 to 1957—60.For
1955 the farm partnership figure was therefore estimated for a range from .13 to
.20 of sole proprietors' farm income, i.e., $343 million to $528 million.The
amount of nonf arm partnership income shown for these years was then residually
determined.
1956:The same adjustment as for sole proprietors (see note for lines 1—9, 1956
above) was made for partnerships to include hunting, trapping, forestry,and fishery
in nonf arm partnership net income less net loss.The reported figure was raised
from $8,294 million to $8,375 million, or less than 1 per cent.A further adjust-
ment was required to allow for the omission of "payments to partners" from the
partnership tabulations after 1954.This was done by raising $8,375 million by 12
per cent ($9,384million), the per cent which payments to partners was to net
income less net loss for nonagricultural partnerships for 1957 (see note below),
Published sources are the same as for sole proprietors shown above.
1957 and l9: Ordinary net income and ordinary net loss figures are shown for both
years in U.S. Business Tax Returns, 1958—59, Table 17, but these figures are net of
payments to partners.The published figures for payments to partners appear in
Statistics ofIncome.Selected Financial Data, 1957—58 and 1958—59, Table 2.Only a
figure for payments to partners of nonagricultural partnerships is shown for 1957.
The figure for payments to partners of agriculture, forestry,and fisheries partner-
ships was obtained from unpublished worksheets of the IRS.
The totals for 1957 were obtained by these additions (millions of dollars):
Agriculture,
Forestry,
& Fisheries All OtherTotal
(1) (2) (3)
1. Ordinary income 819 8,694 9,513
2. Ordinary loss 133 622 755
3 Ordinary income less loss 687 8,072 8,759
4. Payments to partners 30 972 1,002
5. Adjusted ordinary income
less loss 717 9,044 9,761
Since payments to partners are not given separately by returns with ordinary income
and ordinary loss, no separate adjustments werepossible.The figures shown above
are divided by agriculture, forestry,and fisheries, and all others, whereas the
break throughout this study is between farm and nonf arm.To conform with the rest,
the estimated amount for forestry, fisheries,and some miscellaneous items had to be
transferred into the "all other" category to yield a nonf arm figure.The amount
shown on line 5, coluimi 1, of this note, for agriculture, forestry,and fisheries was
reduced by multiplying it by the ratio of farm net profit less net loss to agri-
culture, fotestry,and fisheries net profit less net loss.For net profit and net
loss——a somewhat less inclusive concept than the ordinary income and loss concept
used here——more detailed industry breakdowns are available for 1957 and 1958 (U.
Business Tax Returns, 1957—58, p. 11).
1957 Net profit less
net loss
(million dollars)
1. Agriculture, forestry, and
fisheries 594
2. Farms 521
3. Line 2 *line1 .876
4. Farm ordinary income—less—
loss estimate .717 X .876 .628
The last figure is that shown on line 17, Table B—l.The difference between it
and $717 million (i.e,, $89 million) was added to the "all other" figure of $9,044
million (line 5, this note) to yield $9,132 for nonf arm partnership ordinary net
income less loss (shown on line 18, Table B—I).
The figures for 1958 were calculated in a similar way.But data on ordinary
income, ordinary loss, and payments to partners were all available by farm and non—
farm in Selected Financial Data, 1958—59.
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Table B-3 shows the derivation of estimated nonfarm unincorporated
business and professional income from data published by the National
Income Division (NID) of the Commerce Department. Slightly different
adjustments in these data were required, depending on whether they
were compared with the tabulations based on business tax returns or on
individual returns. For instance, income from partnership received by
fiduciaries is included in the business return statistics but not in those
based on individual returns.
The NID estimates for professional practitioners and the AMS esti-
mates for farm operators are independent of tax return information;
however, in its estimates of unincorporated business income, the NID
relies heavily on tax return information.' Thus, some circularity arises
when tax return coverage and NID estimates of unincorporated enter-
prise are compared. The circularity is to some extent alleviated by the
NID's upward adjustment of the tax return figures to correct for
(1) understatement of reported net income by use of Internal Revenue
Service audit data for the year 1949 and (2) undercoverage of entrepre-
neurs by use of Census information on sales or number of proprietors.2
In the past, the income estimates for unincorporated business have for this reason, as
well as others, been considered among the weakest links of United States national income
estimates. For instance, the National Accounts Review Committee, in its review of NID es-
timates, considered improvement of the data for nonfarm sole proprietors and partnerships
"the most important single step that could be taken to improve the accuracy of the national
accounts." U.S. Congress, Joint Economic Committee: The National Economic Accounts of the
UnitedSt at es, Hearings before the Subcommittee on Economic Statistics, 85th Congress, 1st Ses-
sion, Washington, 1957, p. 225. In the most recent discussion of its estimates, the NID itself
has taken a more sanguine view, stating that "the entrepreneurial income now, for the first
time, is founded for an appreciable span of years on a comprehensive and uniform body of
statistical data."U.S. Income and Output, Washington, Nov. 1958, pp. 89—90. In con-
trast, the NID's 1951 discussion stated that "no comprehensive body of data covering any
appreciable time interval exists for the income of unincorporated enterprise." National Income,
1951 Edition, Washington, 1951, p. 70.
2SeeU.S. Income and Output, pp. 90—9 1.
NOTES TO TABLE8—1 (concluded)
1959and 1960:Ordinary income and loss from Selected Financial Data, 1959-60 and
1960—61.Payments to partners from U.S. Business TaxReturns,1959—60 and1960—61.
aSchedule Cor F of Form 1040 for sole proprietors; partnership information
returns for partnerships.Figures are for accounting periods ending between July 1
of year indicated andJune 30 of following year.
bOrdinaryincome (loss) as tabulated by the IRS in Statistics of Income differs
slightly from net profit (loss).The latter is defined as the difference between
total business receipts and the ordinary and necessary business deductions.Ordi-
nary income (loss) includes, in addition, investment income, income (loss) from
other partnerships, gain (loss) from the sale of property other than capital assets,
andotherincome received by the partnership.
clotal for partnership is from individual returns 1040.Farm and nonf arm break-
down estimated,
138APPENDIX B
To the extent that they rely on audit data, these corrections, though in
the right direction, are not entirely satisfactory for our purpose because
the IRS audit control program of 1948—49 could not, and was indeed
not designed to, uncover all errors in reporting. In addition, because its
estimate for nonfarm unincorporated business is derived from tax return
data, the NID made two adjustments based on the assumption that
(1) earnings of insurance solicitors are reported as business income on
tax returns, and (2) that a significant portion of the income of own-
account workers in contract construction (such as carpenters and painters)
operating from their own homes is not reported in the business schedule3
of the return. Insurance solicitors' estimated earnings were subtracted,
while the item covering "own-account workers in contract construction"
was added in obtaining the Commerce estimates. For our purposes it
would be appropriate to reverse the adjustment for insurance solicitors,
thereby raising the amount shown for total business and professional
proprietors' net income (line 1, Table B-3). But since the item is small,4
and its size for past years is unknown to us, no correction was attempted.
The result is a slight overstatement of the coverage ratios shown in
Table 8.
The AMS estimates of farm cash receipts and production expenses,
which were used for the farm sector, are generally considered of a high
caliber. Since farm cash receipts and expenses include those of corpora-
tions as well as sole proprietors and partners, it was necessary to subtract
the net income of farm corporations to obtain net income of unincorpo-
rated farm enterprises. A further subtraction was necessary for those
receipts from farm marketings which are included in the AMS totals but
U.S. Income and Output, pp. 91—92. Selma F. Goldsmith, whose procedures we have followed
in most respects, has in the past adjusted the NID business and professional income estimates
for comparability with tax return figures by transferring this portion of the income of own-
account workers from the entrepreneurial to the wage and salary component, on the
assumption that when reported on income tax returns they would appear under wages and
salaries. See "Appraisal of Basic Data Available for Constructing Income Size Distributions,"
part VI of Studies in Income and Wealth,13, New York, NBER, 1951, p. 356. We have not fol-
lowed this procedure in the present study in the belief that, except for 194 1—43, the incen-
tive to report receipts in the business schedule of the tax return may have outweighed other
considerations. For recent years, the adjustment may well on balance have to be in the op-
posite direction. If receipts are reported as business income rather than wages or salaries, it is
possible, in many cases, to take a larger total of deductions, since by using schedule C, both
business expenses and the standard deduction may be taken.
4 NIDdoes not publish detailed statistics of its adjustments. However, it is noted that
the addition for depletion allowances, and the subtractions for dividends and interest re-
ceived by partnerships and earnings of insurance solicitors, entailed on balance a lowering
of the tax return total by $300—$400 million a year. (U.S. Income and Output). Since the amounts
for depletion deductions and dividends and interest received by partnerships have been esti-
mated by us (Table B-2), a rough estimate of $300 million for earnings of insurance solicitors



































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































5. Estimated by multiplying total farm cash receipts (line 1) by
the estimated ratio of net capital gains to "sales and receipts
from operations's of unincorporated farm enterprises.Net capi-
tal gains of unincorporated farm enterprises was available for
the first time in 1959 (Statistics of Income. 1959. Supplemental
Report. Sales of Capital Assets Reported on Individual Income
Tax Returns, p. 10).For all other years this ratio was esti-
mated on the assumption that the ratio between the ratio of
capital gains to sales for unincorporated farm enterprises and
the ratio of capital gains to sales for farm corporations
(from Statistics of Income. Corporate Returns) was constant.
6. Treasury Department, Statistics of Income. Corporation Returns,
Figure is compiled net profit minus net realized capital gains
plus compensation of officers.
9 For 1939, 1941, and 1957—60, unincorporated enterprise income
and of Alaska and Hawaii was tabulated in Statistics of Income.
10. To estimate the other years, the ratios of Alaskan and Hawaiian
enterprise income to all other enterprise income for the years
mentioned above were averaged and multiplied by reported enter-
prise income for the years in question.The resulting esti-
mates were then divided between farm and nonf arm in the sane
proportion as unincorporated enterprise income reported on tax
returns was divided for each respective year (using figures in
lines20and 21 of Table B—I).Total amounts were then esti-
mated on the assumption that nonfarm and farm net income in
Hawaii and Alaska were underreported to the same extent as the
respective types on the mainland.
'InTable6, col. 2, a different series was used indetermining
estimated total unincorporated enterprise income of Alaska and
Hawaii for 1929—60.Estimates of reported amounts were ob-
tained as shown above, and were then raised, to account for
underreporting, by use of the percentages of underreporting
obtained for the mainland.The method for the 1929—60 series
thus differs from that used in this table, in that the farm
and nonf arm breakdowns were not made; therefore, estimated
total income appearing in Table 6 is slightly different from
that which appears in Table B—3.
11. Series for estimated total depletion (farmandnonfarm), were
constructed separately for partnership and sole proprietorship.
The estimates for partnership are for the most part based on
the data published in the Treasury's special partnership tabu—
lations,For 1939 (Supplement to Statistics of Income for ),1945(Press Release S—2235), 1947 (Press Release
S—2645), and 1953 (Statistics of Income. 1953 Partnership
Returns), the partnership component is as tabulated.For 1956
(Business Indicators, 1956—1957) and for 1957 (Selected Finan-
cial Data, 1957—1958), the tabulated figures omitted agricul-
ture, forestry, and fisheries and were therefore raised by the
ratio of total depletion to total excluding agriculture,
forestry, and fisheries for the years when the ratio was avail-
able.For 1958, 1959, and 1960, partnership depletion is again
as tabulated (Selected Financial Data).For all other years
partnership depletion was estimated by straight—line interpo-
lation of the ratio of partnership depletion to net income for
the benchmark years.These ratios were then multiplied by
tabulated partnership net income for the years in question.
Partnership farm depletion is a tabulated for 1939, 1945,
142APPENDIX B
NOTESTOTABLE 6—2 (concluded)
1947, and 1953.Depletion for agriculture, forestry, and
fisheries was also available for these years as well as for
1958—60.In the latter years this figure was multiplied by
the ratio of farm depletion to agriculture, forestry, fish-
eries depletion for the earlier years.For 1957, gross
receipts of agriculture, forestry, and fisheries was multi-
plied by the ratio of farm depletion to gross receipts of
agriculture, forestry, and fisheries for all years for which
it was available.For the remaining years, 1941, 1943, 1949,
1955, and 1956, no complete industrial breakdown for partner-
ship was available.Farm depletion for these years was esti-
mated by using the average ratio of farm to total depletion
for 1939, 1945, 1947, 1953, and 1957—60.
The depletion estimates for sole proprietors are based
on data for only six years and are therefore not very satis-
factory.For 1945, a tentative figure for the total was ob-
tained by subtracting from the total for sole proprietorship
and partnership (supplied by Joseph Pechnan), the depletion
of partners.For 1956 and 1957 (sources the same as for
partnership), depletion figures excluding agriculture,
forestry, and fisheries were published.Sole proprietorship
is as tabulated in Selected Financial Data for 1958—60.A
depletion figure for sole proprietors in agriculture,
forestry and fisheries was estimated for 1956 and 1957 by
multiplying 1957 and an estimate of 1956 gross receipts of
these proprietors by the average ratio of agriculture,
forestry, and fisheries depletion to gross receipts for
1958—60.This estimate was added to the tabulated 1956 and
1957 depletion figures to obtain an estimated total for sole
proprietors.For all other years, sole proprietorship deple-
tion was estimated by multiplying net income from sole pro-
prietorship by estimated ratios of depletion to net income for
sole proprietors.For 1939—44, the 1945 ratio was used.For
1946—55 an average of 1945 and the later period was used.De-
pletion for agriculture, forestry, and fisheries was obtained
by multiplying agriculture, forestry, and fisheries gross re-
ceipts (as tabulated in Statistics of Incomej by the average
ratio of agriculture, forestry, and fisheries depletion to
gross receipts reported by sole proprietorship in agriculture,
forestr and fisheries for 1958—60.The latter figure was
available for all years except 1956 for which an average of
1955 and 1957 estimated depletion was used.Farm depletion
is as tabulated in 1959 for sole proprietors.For other
years, sole proprietor farm depletion was estimated as equal
to a percentage of depletion for sole proprietors in agricul-
ture, forastr and fisheries based on the average ratio ob-
tained for sole proprietors and partners.
The net operating loss deduction (NOLD) affects only the net
income of sole proprietors, and only for the years 1944—50.
Information on MOLD was available for sole proprietors in
1945 and for sole proprietors and partners for 1951—54 and
1960—61.mounts of sole proprietorship MOLD for 1944 and
1946—50 were estimated by interpolation on the basis of the
ratio of MOLD to prior year net losses on returns with no
AG!; for 1944 the 1945 ratio was used and for 1946—50 the ratios
were interpolated annually between 1945 and the average of the
1951—54 ratios for sole proprietors and partners.1945 was the
only year for which there is a breakdown between farm and non—
farm MOLD; the 1945 ratio of farm to total HOLD was used to


































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































1.Department of Commerce, Survey of Current Business, July 1959 and
July 1962, Table 1—8, line 14.
2.Dividends from Daniel M. klolland, Dividends Under the Income Tax,
Princeton for NBER, 1962, Table 26, line 12.After 1953, dividends
received were excluded from partnership ordinary income or loss.
For 1939, 1945, 1947, and 1953, interest figures are as tabulated in
Statistics of Income.For all other years, an interest series was
constructed by (a) averaging, for the four years for which we have
data, the ratio of interest received by partnerships to total
interest received by all private businesses, and (b) multiplying
the latter by the average ratio obtained in (a).Interest received
by all private businesses was obtained from Department of Commerce,
Income and Output, 1958, and Survey of Current Business, July 1962,
Table VII—16.
3.Sea notes to Table 8—2, lines 9 and 10.
4,It was arbitrarily assumed that for all years underreporting of sole
proprietorship income of fiduciaries amounted to10 per cent of the
amount that was reported.Reported or estimated amounts were then
raised by that amount.Prior to 1953, reported amounts were as
tabulated in Statistics of Income.Since 1952, fiduciary return
figures have been published biennially, and gross rather than net
profits have been tabulated.To obtain net profits, it was necessary
to subtract depreciation and "other deductions," which were available
only for sole proprietorship, partnership, and rental income combined.
In estimating the share of sole proprietorship, it was assumed that
depreciation and the increase in "other deductions" were accounted for
by the three income types in proportion to their relative increase
from net to gross for each year in question.First, the increases in
fiduciary income from sole proprietorahip for the periods 1952—54,
1954—56, and 1956—58 were divided by the increase in all three income
components combined.This ratio was then applied to depreciation and
to the increase over 1952 in "other deductions" to obtain the share
attributable to sole proprietors for 1954, l956,and 1958.For 1953,
1955, and 1957 the ratio of sole proprietorship income on fiduciary
returns to sole proprietorship on individual returns was interpolated
from the corresponding ratios of the adjacent years; for 1959 and 1960,
the 1958 ratio was extrapolated.These ratioa were then multiplied by
the amounts tabulated from individual returns to obtain estimated
fiduciary income from sole proprietorship.
5.Partnershipincome of fiduciaries was obtained by the same method out-
lined above for sole proprietors.
6.See notes to Table 8—2, line 11.
7.Seenotes to Table B—2, line 12.
8.Beginning with 1953, sole proprietorship and partnership income of
fiduciaries (line 5) had to be subtracted from Commerce Department
estimates to make them comparable with tax returns.Before that year,
Statiatics of Income figures also included fiduciary income.No
figures are therefore given on line 5 for years before 1953.
9.Estimates differ from line 8 in that fiduciaries' partnership income
is included in the tax return industrial distribution for all years,
whereas their sole proprietorship income is not included for any of
the years shown.This is because the partnership industry breakdown
is tabulated from partnership information returns; the sole proprietor
industry breakdown is tabulated from the returns of individuals only.
10 and 11.See Table B—2, lines 13 and 14.
146APPENDIX B
are likely to be treated as capital gains (or losses) on tax returns. Such
gains and losses appear to stem primarily from sales of livestock held for
draft, breeding, or dairy purposes.5 Two additions were made to obtain
farmers' net income. The AMS total of production expenses includes
taxes, interest, and depreciation on farm operators' dwellings. As already
noted, these items are not deductible in computing adjusted gross income
and our estimate of their value was therefore added back. (In the variant 2
calculation, these items were deducted on the assumption that farmers
in practice do not distinguish the amount attributable to business use
from that attributable to personal use.) Second, the AMS estimate of
farm receipts does not include patronage refunds and dividends from
farm cooperatives. These must be reported as taxable farm income and
were therefore added in Table B-2 to complete our estimate of farm
income to be reported.
The estimates discussed above are not completely consistent in concept
with, nor are they comparable in coverage to, the reported figures in
Table B-i. Income from Hawaii and Alaska, although included in tax
return income, is not included in Commerce Department estimates until
1960. Therefore, an estimate of total unincorporated enterprise income
for Hawaii and Alaska was added to the NID and AMS totals. In
addition, interest and dividend income of partnerships, taxable as part-
nership income but treated as property income by the NID, was added
to estimated total unincorporated enterprise income; the estimated
allowance for depletion of mineral resources was deducted from this in-
come to conform with net profit and loss on tax returns; the same
adjustment was required for the so-called net operating loss (loss carry-
forward) deduction for years when it was tabulated among business
deductions in Statistics of Income.
From 1953 on, unincorporated enterprise income reported on fiduciary
returns has not been included in our tax return figures. In Table B-3,
line 12, the estimated total sole proprietorship and partnership net
income of fiduciaries has been deducted from the estimated total; in
lines 13 and 14 it was necessary to deduct only the sole proprietorship
income of fiduciaries, as the partnership income is presumably included
in the amounts reported on partnership information returns. It was
assumed that all unincorporated enterprise income of fiduciaries was
from nonfarm sources and that it was underreported by 10 per cent of
the reported amount.
5 adjustmentwas first made by Frederick D. Stocker and John C. Ellickson in "How
Fully Do Farmers Report Their Income?" National Tax Journal, June 1959, p. 120.
'47APPENDIX B
After these adjustments are made, it becomes possible to compare, by
farm and nonfarm enterprises, the amounts reported on business returns
with the estimated amounts potentially available for reporting on these
returns; this information is summarized in Table 8. We can also compare
amounts of unincorporated enterprise income reported on individual
returns with the estimated totals; this information is in Table 6.
148APPENDIX C
Derivation of Estimates of Total Wages and
Salaries and AGI
TABLEC—i
ADJUSTMENTOF WAGE AND SALARY DISBURSEMENTS (COMMERCE DEPARTMENT
ESTIMATES) FOR COMPARABILITY WITHN4JUNTSREPORTED ON TAX
RETURNS, SELECTED YEARS, 1939—60
(milliondollars)
1939 1949 1955 1960
1.Wage andsalary disbursements 45,941 134,356 210,902 271,308
2.Minus:Component in kind 538 1,666 1,940 1,972
3.Minus:Nontaxable military pay 434 2,435 2,464
4.Minus:Sick—pay exclusion 444 675
5.Plus:Taxable other labor income 124 354 598 893
6.Plus: Total wages and salaries of
Hawaii andAlaska 175 625 936
7.Equals:Total wages and salaries
to be reported 45,702 133,235207,617267,090
Source
Line
1.Department of Commerce, U.S. Income and Output, 1958; Survey of Current
Business, July, 1963, Table 1—8.
2.Ibid., Table VII—17, sum of lines 2, 3, 4, and 7.
3.For 1941—53, estimates were supplied by Joseph Pechman.For 1954—60,
estimates were derived by multiplying military wages and salaries
(Commerce Department) by the average ratio of nontsxable to total mili-
tary wages and salaries for 1953 (ratio supplied by Selma Goldsmith)
and 1962 (data supplied by Defense Department).
4.Statistics of Income.
5.1929—55 estimates supplied by Joseph Pechnan.Taxable other labor in-
come includes pay of military reservists, directors fees, Jury and
witness fees, marriage fees, and compensation of prison inmates.The
last three items were less than 5 per cent of the total for all years
they were available; because of their relative insignificance, they
were estimated by simple straight—line extrapolation.Pay of military
reservists was available in the Budget of the United States for most
fiscal years involved.Calendar year figures were obtained by simple
interpolation.Directors fees were estimated by multiplying compensa-
tion of corporation officers (Statistics of Income. Corporation
Returns) by the 1950—55 ratio of directors fees to compensation of cor-
poration officers.
6.Statistics of Income.For Hawaii, wages and salaries have been tabula-
ted annually by the IRS.For Alaska, tabulated figures were available
for 1939 and 1955, but not for 1949.For 1949, the published figure
for Hawaii was therefore raised by the average percentage which Alaska
was of Hawaii in the period 1939—42 and 1955—60.These combined
amounts for Hawaii and Alsska were then multiplied by ratio of estima-
ted total wages and salaries to reported wages and salaries for the
mainland for each of these years in order to obtain estimated total
wages and salaries for Hawaii and Alaska.
'49APPENDIX C
TABLEC—2
ADJUSTMENT OF PERSONAL INCOME ESTIMATE (COMMERCE DEPARTMENT)
TOOBTAIN ESTIMATE OF TOTAL AD,JUSTED GROSS INCOME, 1960
(million dollars)
1. Personal income, Commerce Department estimate 401,275
2. Personal income items not included in ACT estimate
a. Transfer payments 29,518
b. Other labor income 10,103
c. Income in kind 10,008
d. Nonfarm inventory valuation adjustment (noncorporate) —19
e. Farm inventory 329
f. Imputed interest 11,131
g. Accrued interest 397
h. Tax—exempt interest 824
i. Undistributed fiduciary income other than capital gains 1,776
j. Property income of nonprofit organizations 884
k. Nontaxable military pay 2,464
I.Imputed rental value of tenant occupied houses 521
m. Total, lines 2—a through 2—i 67,936
3. AGI items added to personal income estimate
a. Personal contributions for social insurance 9,225
b. Net gains from exchanges of property reported on tax
returns 5,217
c. Other income 2,565
d. AGI of residents of Alaska and Uawaii —
e.Annuities andpensions 1,796
f. Deductions for depletion —540
g. Net operating loss deduction reported on tax returns —166
h. Dividend exclusions —384
i. Sick pay exclusions —675
j. Total, lines 3—a through 3—i 17,038
4. Total AGI (sum of lines 1 and 3—j minus line 2-rn) 350,377
Source:Unless otherwiaeindicated, source tables given are from
Department of Commerce, Survey of Current Business, July 1963.
Line
1, 2—a.Table 11—1
2—b. Table 11—1, line 8 minua line 5 of Table C—i in this appendix.
2—c. Table VII—17, sum of lines 1 and B, minus line 6.
2—d. Table 1—8.
2—e. Table I—i.
2—f. Table VII—16, line 4 minus line 6.
2—g. Treasury Bulletin, July 1963, pp. 57—58.The total amount of
accrued discount on redemptions during the year was subtracted
from the amount of "accrued discount" on outstanding debt during
the calendar year.Accrued interest on series A—D bonds was
obtained by subtracting the figures for series E—K from the
figures for "all series combined."The amount of accrued inter-
est received by individuals was obtained by assuming that 80 per
cent of series A—D, 66 1/3 per cent of series F, C, J, and K, and
all of series E bonds, were owned by individuals.
2—h, The total dollar amounts of state and local government securities
are available in the 1960 Annual Report of the Secretary of the
Treasury for the fiscal years 1952—60, and in the 1958 Annual
Report of the Secretary of the Treasury for the fiscal years
1941—52.Calendar year amounts were estimated by simple interpo-
lation.Interest paid by state and local governments is from
150APPENDIX C
NOTES TO TABLE C—2 (concluded)
Line
2—h. Table 111—2.Interest paid to individuals is their pro rata share
based on the dollar amount held by individuals, as calculated by
George Lent, The Ownership of Tax—Exempt Securities 1913—1953,
New York, National Bureau of Economic Research, Occasional Paper
47. pp. 132—133, for the years 1929—52, and as tabulated in the
1961 Annual Report of the Secretary of the Treasury for theyears
1952—60.
2—i. Statistics of Income, 1952, 1954, 1956, and 1958.The amounts for
1953. 1955, and 1957 are simple averages of the succeeding and pre-
ceding years.As no data are available for 1960, 1959 and 1960 are
extrapolated on the assumption that the rate of growth between 1956
and 1958 holds for the later years.No adjustment was necessary
for years before 1952, as fiduciary income is included in indi-
vidual income for this period.
2—f. Estimated by Joseph Pechman by extrapolating the average amount of
interest, dividends, and rental income received by nonprof it insti-
tutions in 1944—47.This average was Selma F. Goldsmith's estimate
by an index of personal interest, dividends, and rents, as esti-
mated in Table 11—2.
2—k. See notes to Table Gl. line 3, this appendix.
2—i. Table 11—4, rental value of farm houses, multiplied by 0.26 (ratio
supplied by Selma F. Goldsmith).
3—a. Table 111—6.
3—b. Statistics of Income, Part 1.
3—c,3—d,
3—a. All three estimates are based on Statistics of Income reports.In
these Instances, an adjustment for unreported amounts, obtained by
multiplying the reported amounts by the ratio of total estimated AGI
to the reported AGI for all other items, was appropriate.
3—f. See notes to our appendix Table B—2, lines 5 and 10.Depletion on
rents and royalties was available only for 1960.Other years ware
extrapolated on the basis of the 1960 ratio of rents and royalties
depletion to net profits.
3—g. See notes to our appendix Table B—2, lines 6 and 11.
3—h,
3—i. Statistics of Income, Part 1.
'5'APPENDIX C
TABLEC—3
ESTIMATED ADJUSTED GROSS INCO€ ON TAXRETURNS,1918—3
(milliondollars)
Net Income Personal Deductions AGI
(1) (2) (3)
1918 15,925 1,156 17,081
1919 19,859 1,583 21,442
1920 23,736 1,835 25,571
1921 19,577 2,105 21,682
1922 21,336 2,241 23,577
1923 24,840 2,704 27,544
1924 25,656 2,812 28,468
1925 21,895 2,461 24,356
1926 21,959 2,647 24,606
1927 22,545 2,823 25,368
1928 24,727 3,247 27,974
1929 23,776 3,424 27,200
1930 16,579 2,997 19,576
1931 11,668 2,462 14,131
1932 10,175 2,174 12,349
1933 9,867 1,855 11,722
1934 12,384 1,727 14,111
1935 14,528 1,773 16,302
1936 18,953 2,001 20,954
1937 20,930 2,239 23,169
1938 18,548 2,129 20,672
1939 22,903 2,326 25,234
1940 36,277 3,332 39,609
1941 58,576 4,164 62,740
1942 78,691 6,421 85,112
1943 99,339 6,563 105,922
Source
Column
1. Statistics of Income.For 1918—27, only returns with net
income were available.Net income on fiduciary returns is
included throughout.
2. C. Harry Kahn, Personal Deductions in the Federal Income
Tax, Princeton University Press for NBER, 1960, Table 0—2,
column 5, except that standard deductions are excluded
fromtotalpersonal deductions.
3. Col. 1 plus col. 2.
152APPENDIX D
Estimates Based on 1948 ACP Data
TABLES 14, 15 and 16 are for the most part based on data from the 1948
Audit Control Program (ACP). Summary data were originally published
by the Bureau of Internal Revenue in The Audit Control Program, May
1951, as well as by Marius Farioletti, "Some Results from the First
Years" Audit Control Program of the Bureau of Internal Revenue,
National Thx Journal, March 1952, Tables 8, 9 and 10. More detailed
figures were only released in mimeographed form.
Table 14
The number of sole proprietors' returns filed and the total number with
error are published, by broad income groups, in The Audit Control Program.
But the breakdown of returns by error resulting in tax decrease, as well
as the frequency of returns with error in the business schedule itself, was
obtained from the unpublished mimeographed tabulations.
Table 15
The tax liability figures reported for all sole proprietors (column 1)
and the estimated total tax change disclosable by audit (columns 3 and
4 combined) are shown in Farioletti. The tax liability voluntarily reported
for all sole proprietors with error (column 2), as well as the breakdown
of tax change between increase and decrease (columns 3 and 4), and the
tax change for returns with error in the business schedule (column 7),
were obtained from the mimeographed tabulations.
Thble 16
The adjusted gross income estimates shown in columns 3 to 6 are ours.
The estimated amount reported (col. 3) was obtained in the same man-
ner as the estimates shown in Tables 20 to 23. For each of 48 income
groups given in Statistics of Income for 1948, the frequency of sole proprie-
tor returns was multiplied by the average AGI for all returns in the
groups, which yielded an estimate of AGI reported by sole proprietors.
As noted in the tables, roughly 45 per cent of the returns in the $7,000—
$25,000 group of the ACP distribution had AGI of less than $7,000 but
gross receipts greater than $25,000. To make the AGI distribution
derived from Statistics of Income conform to the ACP distribution, it was
assumed that these returns had an average AGI of $6,000 and their fre-
quency was multiplied by this amount. The resulting product was sub-
tracted from the AGI of the under $7,000 group and added to the AGI
'53APPENDIX D
of the $7,000—$25,000 group. The "additional AGI disclosed by audit,"
shown in column 4 of Table 16, was estimated by blowing up the ACP
figures for "net tax increase disciosable by audit" (col. 2) by the recipro-
cal of the estimated average marginal rate of tax for each of the income
groups shown. The marginal rates used are those applicable to average
taxable income for each of the groups, taking account of the different
rates applying to joint and separate returns. Average taxable income was
obtained by subtracting exemptions and deductions from AGI as tabu-
lated in Statistics of Income. Because the average marginal rates used as a
blow-up factor are for very wide income ranges, the computed AGI
equivalent of the net tax increase disciosable by audit is likely to be a
very crude estimate.
'54APPENDIX E
Patterns of Income on Returns Which Have
Unincorporated Enterprise Income as Well as Income
from Wages, Interest, Dividends, or Rents
and Royalties, 1955 and 1959
APPENDIX TABLES E-l and E-2 show the basic distributions which under-
lie part of Table 33 and all of Table 34 of the text. As a presentation of
"patterns of income" the tables are incomplete, since frequencies for
capital gains and losses and some miscellaneous income types were not
included in the IRS tabulations from which our tables were derived.
Tables E-l and E-2 permit the interested readers to compute relative
frequencies for any additional income source combinations not included
in Table 34. The average number of sources per return for any particu-
lar source combination may also be readily obtained. For instance,
column 15 of Table E- 1 shows the frequency with which unincorporated
enterprise income, interest, dividends, and wages and salaries occur on
the same returns.
This differs from the percentage given for returns with unincorporated
enterprise income that show income from specified other sources (columns
6 and 7, Table 34) because the latter does not tell us whether a return
has more than one additional source or not. Conceivably every one of the
returns "with income from specified other sources" could have merely
one additional source. The last columns in the two tables below show
that this is, of course, not so, and that the number of sources per return
rises very steeply as a function of income.
To obtain a fuller picture, relative frequencies for the two years shown
may be combined. Interest and dividends, not included in the basic 1959
tabulations, may thus be shown together with rents and royalties. Rela-
tive frequencies for the same income groups in the two years are suffi-
ciently similar to justify this procedure. As we have seen in Tables 33 and
34, where identical combinations are available in both years, the fre-
quencies are very similar. For instance, the percentage of returns with
both sole proprietorship and partnership profit or loss rises from 4.7 to






























































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































The number of specified sources per return with unincorporated










500 and over 4.16
Total 1.92
Whereas the returns filed by persons with negative income show an
average of 1.6 of the specified sources, the returns with income over
$50,000 show an average of more than four sources.
'59APPENDIX F
Derivation of Tables 43 Through 46
Thb/e 43
The frequencies for this table are shown in Table F-i. The basic under-
lying data are found in Table 8, Statistics of Income, Individual Returns, 1960,
where frequencies for returns with net profit from sole proprietorship are
tabulated by net profit classes and AGI classes. The breakdown given is
for twenty AGI groups and seventeen net profit classes.
To determine the frequency of returns in each AGI group with net
profits more than 10 per cent, more than 25 per cent, and more than 50
per cent of the AGI shown on such returns, it was first necessary to
determine the respective points in each AGI group that mark off the
desired percentage band of frequencies. For instance, for the AGI group
$3,000—$4,000, all returns with more than $400 net profit clearly fell into
the more-than-lO per cent group. All returns with less than $300 were
clearly in the less than 10 per cent group. Returns with net profits
$300—$400 could be on either side of the dividing line. It was assumed
TABLE F—i
ESTIMATED I'ILJMBEROFRETURNSWITHREPORTEDNET PROFIT FROM SOLE PROPRIETORSHIP
LESS THAN, OR EXCEEDING, STATED PERCENTAGE OF INCOME,BYINCOME GROUPS, 1960
Number ofReturns with Net Profit
Between 10Between 25
AGI Classes Less Than10 and 25 and 50 More Than 50












0 — 2 54,170 100,988 205,915 1,493,307 1,854,380
2 — 3 50,163 80,579 117,366 660,053 908,161
3 — 5 165,832 170,115 189,374 952,451 1,477,772
S —10 361,699 247,939 278,955 830,570 1,719,163
10 —25 104,359 70,161 105,380 425,229 705,129
25 —50 13,404 10,434 19,901 81,335 125,074
50 —100 4,140 2,177 4,137 12,162 22,616
100 —200 853 338 309 847 2,347
200 —500 255 n.a. n.a. n.a. 402
500 and over 70 n.a. n.a. n.a. 80
Total 754,945 n.a. U.S. n.a. 6,831,427
Partial total
(0—200) 754,620 682,731 921,337 4,455,954 6,814,642
Source:Computed from Table 8, Statistics of Income, 1960.
I 6oAPPENDIX F
CHARTF-i





Fraction of Class Estimated Less Than One Half







Fraction of Class Estimated More Than One Half




that the returns in this net profit class are evenly divided in falling to
either side of the 10 per cent dividing line. This assumption is most war-
ranted whenever the density distributions with respect to both groupings
are very much alike; for instance if the returns tended to be evenly dis-
tributed between each of the two sets of class limits. If most of the returns
in the group were close to the $4,000 AGI and the $300 net profit level
our assumption would be unwarranted. In most instances the assump-
tion that the 10 per cent limit was randomly distributed within the
interpolating class had only a small effect on the final result.
In the above example, the class limits within which interpolation was
required, $300—$400 net profit, corresponded to the limits of one of the
seventeen net profit classes used in the Treasury Department tabulation
of frequencies. The frequencies in the class were therefore known. In
many instances this was of course not so. When estimating the frequency
of returns with net profit greater than 25 per cent of AGI reported on
the return, the limit for the $3,000—$4,000 AGI group is in the $750—
$1,000 net profit range. This range does not coincide with a given net
profit class, but falls into the $500—$ 1,000 net profit class of the basic
TABLEF—2
ESTIMATEDNET PROFIT ON RETURNSWITH NETPROFIT FRON SOLEPROPRIETORSHIP LESS




AGI Classes Less Than10 and 25 and 50 More Than50
(thousand Per Cent Per Cent Per Cent Per Cent
dollars) of AGI of AGI of AGI of AGI Total
Negative AGI 53.0
0 — 2 3.5 24.9 91.3 1,505.7 1,625.3
2 — 3 6.6 34.7 109.9 1,483.9 1,635.1
3 — 5 31.7 103.3 290.7 3,351.6 3,777.3
5 —10 124.4 220.2 934.9 5,103.7 6,383.2
10 —25 62.2 178.5 556.2 5,751.6 6,548.6
25 —50 21.7 75.7 272.1 2,541.3 2,910.7
50 —100 11.6 26.6 123.7 715.1 877.0
100 —200 3.8 6.7 15.0 93.3 118.7
200 —500 2.9 n.e. n.a, n.a. 22.2
500 and over 2.8 n,a. n.e. n.e. 7.8
Totala 271.1 n.e. n.e. n.a. 23,958.9
Partial total
(0—200) 265.4 670.5 2,393.8 20,546.2 23,876.0
Source:Computed from Table 8, Statistics of Income, 1960.
a5c1uding negative AGI.
162APPENDIX F
Treasury tabulation. Hence the frequencies falling into the $750—$1,000
net profit range had to be estimated before one half could be included
in the group with net profit over 25 per cent of AGI.
The frequencies for any fractional part of a class interval were esti-
mated, whenever possible, with a formula which took account of chang-
ing frequency density within the class. Linear functions were assumed.
That is, adjacent class intervals were connected by a straight line, drawn
from midpoint to midpoint of two adjacent classes of equal width. Four
formulas were employed to cover the four cases illustrated in Chart F-i.
Table 44
Dollar amounts, on which Table 44 is based, are presented in Table F-2.
The same basic frequency distribution, used to construct Table 43, was
used here also. Frequencies for each net profit class were multiplied by
(a) the class midpoint for net profit classes up to $5,000, since classes up
to that level were sufficiently small to justify this procedure; (b) a com-
puted mean profit for classes above the $5,000 level. To compute mean
profits from the frequency tabulation, a formula based on the Pareto
curve was used.1
The sum of the computed net profits for each AG! group was in almost
all cases very close to the actually tabulated total for the group. For the
$3,000—$4,000 AGI group, for example, the actual total was 98.6 per
cent of the computed value. The computed net profit in each net profit
class for the $3,000—$4,000 AG! group was therefore lowered by 1.4 per'
cent.
Following the divisions of Table 43, the estimated net profits were
tabulated by size of AG! and groups more than 10, more than 25, and
more than 50 per cent of AG! reported on returns with net profit.
1Fora given class interval (well beyond the mode of the distribution) with class limits x1






For the open-end interval, with only X1 and the frequencies above X1 given, the mean was
approximated by computing b for the closed interval immediately preceding the final interval,
and using the formula,
X= x1b
The formulas are as presented by Maurice Liebenberg and Hyman Kaitz in "An Income
Size Distribution from Income Tax and Survey Data, 1944," Studies in Income and Wealth, 13,


























































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































Amounts and Frequencies of Reported Net Profits
and Net Losses; Estimated Tax Liability Attributable
to, and Estimated AGI on Returns with, Net Profit
and Net Loss, by Sole Proprietors and Partners,
Selected Years, 1939—60
THE net profits, net losses and frequencies for each AGI group are as
tabulated in the Treasury Department's annual Statistics of Income, except
for the consolidation of narrower income classes into the broader group-
ings shown. Adjusted gross income on returns with net profit or loss from
sole proprietorship or partnership was estimated by making the simple,
expedient assumption that average AGI for returns with sole proprietor-
ship or partnership income is the same as the average AGI for all returns
in the group. For that purpose, narrower income classes than those
shown in the tables below were employed, thus minimizing the error
which would result from bias in this method. There are no a priori reasons
to suspect that, within the twenty-five classes used, average AGI for
proprietors of unincorporated enterprises differs in a systematic fashion
from that reported for all returns.
Tax liability attributable to unincorporated enterprise net income was
estimated by multiplying reported net profits and net losses by the mean
effective tax rate for each income class. The effective tax rate for each
of the twenty-five income classes was obtained by dividing gross tax lia-
bility (i.e., tax liability before tax credits) by adjusted gross income
reported for each class. Since adjusted gross income for, any income class
is the algebraic sum of positive and negative income components, the tax
liability for unincorporated enterprise net income was obtained by
multiplying the mean effective tax rate for any class by both net profits




































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































Computation of Mean Effective and
Marginal Tax Rates
(Derivation of Tables 42 and 48)
Mean Effective Rates
THE mean effective tax rates on net profits and net losses—as summa-
rized in Table 42 of the text—are simply weighted averages of effective
tax rates computed by income groups. For the years 1952—60, gross tax
liabilities (i.e., tax liabilities before tax credits) were divided by adjusted
gross income for twenty-five AG1 groups. The gross effective rate thus
obtained for a given income group is the effective rate assigned to net
profits and net losses reported in that income group. In summing effec-
tive rates for the whole distribution, the rates for each income group were
weighted by the net profits reported in that group to obtain a mean
effective rate on net profits, and by the net losses reported in the group
to obtain a mean rate on net losses.
By this method, the fact that effective rates are at all times the joint
product of a number of income components is taken into account. It
would have been inconsistent with the concept of an average effective
rate to have treated net losses in an incremental manner. This accounts
for our resistance to the temptation to impute a higher effective rate to
net losses than to net profits reported in the same income group. The
argument in favor of such a procedure would be that net losses have the
effect of lowering tax and effective rate below what it would otherwise
have been. Indeed, our method assigns zero effective rate to net losses
reported on nontaxable returns although such returns might have been
taxable in the absence of net loss.
But it is obvious that had negative income items been treated in this
incremental fashion the same would have had to be done for positive
income items. For had we assigned to negative income the rates at which
positive income would have been taxed in the absence of negative com-
ponents, the same rates would now have to be assigned to the positive
components. The effective rates assigned to the various components of
income would now be higher than those actually paid. A simple example
will illustrate the problem. A taxpayer whose adjusted gross income is
$10,000 and whose tax is $1,000 is said to have an effective rate of .10.
'79APPENDIX H





We can say that his dividends are taxed at 10 per cent, but only if we
consider his business income also taxed at 10 per cent. If this were not
done, a 10 per cent effective rate would overstate his tax load since it
results in $1,200 of tax.
To use a higher effective tax rate on net losses, on the grounds that
the latter account for a lower tax liability than would have had to be
paid, would lead to obvious difficulties. All negative income components
would have to be assigned a higher effective rate than positive income
components of identical incomes.
The mean effective rates computed, as described above, are weighted
by amounts of net profits (net loss). For some purposes it may be desired
to give the effective rate of each return with net profit (net loss) equal
weight, i.e., to weight the averages obtained for a given income group by
frequencies. Below, mean rates computed by both methods are presented
for 1960 for all returns (taxable and nontaxable):
Sole Proprietorship Partnership
Net Profit Net Loss Net Profit Net Loss
Effective rates weighted by:
dollar amounts 13.6 8.3 19.0 11.0
frequencies 7.6 7.5 17.7 11.1
Mean Marginal Rates
Mean marginal rates on net profits and net losses are calculated to
measure the change in tax liability associated with a small change in net
profit or net ioss. The procedure used was to compute the change between
income groups in tax liability per return and in taxable income per re-
turn. The change in tax liability was then divided by the change in
taxable income, which gave us a marginal tax rate. The marginal rate
thus computed was always assigned to the lower of the two income
groups involved in computing the ratio. This procedure, of course, left
the highest income group in the distribution—returns with more than
$1 million AGI—without a computed rate. The highest marginal rate in
the schedule was therefore assigned to the (quantitatively unimportant)
i 8oAPPENDIX H
open-end group. It should be noted that the procedure employed in
computing the marginal rates automatically takes into account variations,
by income groups, in family size and marital status as well as variations
in personal deductions.
The marginal rates computed for each of twenty-four income groups
were then once more weighted to obtain a mean marginal rate. The
weights used were the amounts of net profit (net loss) reported in the
income group for which the marginal rate was computed. The mean
marginal rate thus obtained gives most weight to the income groups with
the greatest concentration of net profits (net losses). The reasons for this
procedure have been fully explained in the text. A second method for
which results were presented in the text, weighting by frequencies,
requires no further explanation.
i8iAPPENDIX I
Note on Estimate of Net Operating Loss Deduction
PRACTICALLY no data have been published on net operating losses for
given years and resulting net operating loss deductions for prior and
succeeding years. For the sake of completeness, rough estimates of net
operating loss were made, and tax equivalents for net operating loss
deductions were included, in Tables 40, 42, and 48.
To estimate net operating loss for a given year, the amount of net losses
reported on returns with negative AGI was used as a starting point. Be-
cause persons filing such returns had also income from other sources, the
net losses reported on these returns did not immediately become net
operating losses subject to carryback and carryforward.
To explain the rough estimates of net operating loss, which were pos-
sible with the available data, the computations made are shown for 1952
and 1959 in Table I-i. Of the 433,135 returns with negative AGI for
1959, 388,632, or 90 per cent, were returns with profit or loss (mainly
loss) from unincorporated enterprise. Most of the other income reported
in the negative AGI group alongside sole proprietor and partnership
losses must then have been reported on the same returns as these losses.
The ratio of the number of returns with unincorporated enterprise net
loss to all returns in the group was used to compute the amounts of other
income that must be offset against the reported net losses in the group
to obtain an estimate of net operating loss.
For 1959, a net operating loss of $858 million on returns of sole pro-
prietors and $172 million on returns of partners was estimated. Since
some returns have both sole proprietor and partnership net loss, these
two figures are not additive. Separate estimates were required, however,
since the effective and marginal rate estimates in Tables 42 and 48 are
for sole proprietors and partners separately.
The most tenuous element in the estimates is the amount of negative
tax liability ascribed to net operating losses. It was assumed that all of
the net operating loss is either carried back or carried forward. The only
hint on the distribution, by income groups, of the carryover to other
years is the published net operating loss carryforward deductions for
1951—54 and 1960—61. The distributions for these years for taxable and
nontaxable returns were combined and averaged. The percentage dis-
tribution of the average carryforward for five years is shown in Table 1-2.
It was used as the basis for distributing the estimated net operating loss
for 1960 by income groups. Only the four-year average of 1951—54

























































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































for 1952—59. To each such distribution, the effective and marginal rates
of that year were then applied for the computations underlying Tables
42 and 48, respectively. It was in this manner that the estimated nega-
tive tax liability of $23 million for 1952 and $22 million for 1960, shown
in Table 40, were arrived at.
NOTESTO TABLE I—i
Line
1and2, Proportion of partnership (sole proprietor) net loss assigned to
returns with sole proprietor (partnership) net loss was deter-
mined by utilizing the information on frequency of returns with
both sole proprietor and partnership income for 1955 and 1959
(see Appendix E).For the negative AGI group, S per cent had
profit or loss from both sources.This meant that a large pro-
portion of partnership net loss (39 per cent for both years)
would be reported on returns with sole proprietor net loss, but
a much smaller proportion of sole proprietor net loss would be on
returns with partnership net loss (5.1 per cent in both years)
simply because there were far more sole proprietor than partner-
ship returns in the group.
3. The share of other negative components reported on returns with net
loss from sole proprietorship, or partnership, respectively, was
estimated by multiplying the negative components shown by the ratio
of the frequency of returns with sole proprietor loss to all returns
in the group (.70 for 1952 and .78 for 1959) and the ratio of the
frequency of returns with partnership loss to all returns (.09 for
1952 and .10 for 1959), respectively.The share for sole pro-
prietors and/or partners with loss was estimated by summing the
frequencies of returns with sole proprietorship and partnership loss,
correcting for double counting,and dividing by all returns in the
group (.76 for 1952 and .84 for 1959).
5. Positive income components were wages and salaries, dividends,
interest, annuities and pensions, rents and royalties net profit,
net capital gains before deduction for net long—term gain, income
from estates and trusts, and miscellaneous income.The apportionment
was made by the same ratios as described for "other negative com-
ponents in line 3,"Miscellaneous income, which includes the net
operating loss carryforward after 1954 and was negative for 1959, was
therefore estimated for 1957—59 on the basis of prior year averages.
6 and 7. To estimate partnership net profit reported on returns with sole
proprietor net loss, the former was multiplied by the ratio of the
frequency of returns with sole proprietor net loss to all returns,
excluding those with partnership net loss.An analogous procedure
was used to estimate sole proprietor net profit on returns with
partnership net loss.The ratios for 1952 and 1959, respectively,
a were .77 and .87 for line 7 and .30 and .47 for line 8.
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